State of California

STATE BOARD OF EQUALIZATION

SALES AND USE TAX REGULATIONS

Regulation 1507. TECHNOLOGY TRANSFER AGREEMENTS

Reference: Sections 6011 and 6012, Revenue and Taxation Code
Preston v. State Board of Equalization (2001) 25 Cal. 4™ 197, 105 Cal. Rptr. 2° 407.

(a) DEFINITIONS.

(1) “Technology transfer agreement” means an agreement evidenced by a writing (e.g., invoice, purchase order,
contract, etc.) that assigns or licenses a copyright interest in tangible personal property for the purpose of
reproducing and selling other property subject to the copyright interest. A technology transfer agreement also means
a written agreement that assigns or licenses a patent interest for the right to manufacture and sell property subject to
the patent interest, or a written agreement that assigns or licenses the right to use a process subject to a patent
interest.

A technology transfer agreement does not mean an agreement for the transfer of any tangible personal property
manufactured pursuant to a technology transfer agreement, nor an agreement for the transfer of any property
derived, created, manufactured, or otherwise processed by property manufactured pursuant to technology transfer
agreement. A technology transfer agreement also does not mean an agreement for the transfer of prewritten
software as defined in subdivision (b) of Regulation 1502, Computers, Programs, and Data Processing.

Example No. 1: Company X holds a copyright in certain tangible artwork. Company X transfers (temporarily
or otherwise) its artwork to Company Y and, in writing, transfers (temporarily or otherwise) a copyright interest to
Company Y authorizing it to reproduce and sell tangible personal property subject to Company X’s copyright interest
in the artwork. Company X’s transfer of artwork and a copyright interest to Company Y constitutes a technology
transfer agreement. Company Y’s sales of tangible personal property containing reproductions of Company X'’s
artwork do not constitute a technology transfer agreement.

Example No. 2: Company X holds patents for widgets and the process for manufacturing such widgets.
Company X, in writing, transfers (temporarily or otherwise) its patent interests to sell widgets and the process used to
manufacture such widgets to Company Y. Company X’s transfer of its patent interests to Company Y constitutes a
technology transfer agreement. Company Y’s sale or storage, use, or other consumption of any widgets that it
manufactures does not constitute a technology transfer agreement. Company Y’s sale or storage, use, or other
consumption of any tangible personal property used to manufacture widgets also does not constitute a technology
transfer agreement.

Example No. 3: Company X manufactures and leases a patented medical device to Company Y. As part of
the lease of the medical device, Company X also transfers to Company Y, in writing, a separate patent interest in a
process external to the medical device that involves the use, application or manipulation of the medical device.
Company X charges a monthly rentals payable for the equipment as well as a separate charge for each time the
separate patented process external to the medical device is performed by Company Y. Company X's lease of the
medical device to Company Y to perform the separately patented process is not a technology transfer agreement and
tax applies to the entire rentals payable for the medical equipment. Company X's transfer of its separate patent
interest for the right to perform the separate patented process external to the medical device is a technology transfer
agreement. Company X’s separate charges to Company Y for the right to perform the separate patented process
external to the medical device are not subject to tax provided they relate to the right to perform the separate patented
process, are not for the lease of the medical device, and represent a reasonable charge for the right to perform the
separate patented process external to the medical device. Where the separate charges for the right to perform the
separate patented process relate to the patented technology embedded in the internal design, assembly or operation
of the medical device, Company X’s separate charges for the right to perform the separate patented process are not
pursuant to a technology transfer agreement and are instead part of the rentals payable from the lease of the medical
device.
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(2) “Copyright interest” means the exclusive right held by the author of an original work of authorship fixed in
any tangible medium to do and to authorize any of the following: to reproduce a work in copies or phonorecords; to
prepare derivative works based upon a work; to distribute copies or phonorecords of a work to the public by sale or
other transfer of ownership, or by rental, lease, or lending; to perform a work publicly, in the case of literary, musical,
dramatic, and choreographic works, pantomimes, and motion pictures and other audiovisual works; to display a
copyrighted work publicly, in the case of literary, musical, dramatic, and choreographic works, pantomimes, and
pictorial, graphic, or sculptural works, including the individual images of a motion picture or other audiovisual work;
and in the case of sound recordings, to perform the work publicly by means of a digital audio transmission. For
purposes of this regulation, an “original work of authorship” includes any literary, musical, and dramatic works;
pictorial, graphic, and sculptural works; motion pictures and other audiovisual works; sound recordings, including
phonograph and tape recordings; and architectural works represented or contained in tangible personal property.

(3) “Patent interest” means the exclusive right held by the owner of a patent issued by the United States Patent
and Trademark Office to make, use, offer to sell, or sell a patented process, machine, manufacture, composition of
matter, or material. “Process” means one or more acts or steps that produce a concrete, tangible and useful result
that is patented by the United States Patent and Trademark Office, such as the means of manufacturing tangible
personal property. Process may include a patented process performed with an item of tangible personal property, but
does not mean or include the mere use of tangible personal property subject to a patent interest.

(4) “Assign or license” means to transfer in writing a patent or copyright interest to a person who is not the
original holder of the patent or copyright interest where, absent the assignment or license, the assignee or licensee
would be prohibited from making any use of the copyright or patent provided in the technology transfer agreement.

(b) APPLICATION OF TAX

(1) Tax applies to amounts received for any tangible personal property transferred in a technology transfer
agreement. Tax does not apply to amounts received for the assignment or licensing of a patent or copyright interest
as part of a technology transfer agreement. The gross receipts or sales price attributable to any tangible personal
property transferred as part of a technology transfer agreement shall be:

(A) The separately stated sale price for the tangible personal property, provided the separately stated price
represents a reasonable fair market value of the tangible personal property;

(B) Where there is no such separately stated price, the separate price at which the tangible personal
property or like (similar) tangible personal property was previously sold, leased, or offered for sale or lease, to an
unrelated third party; or,

(C) If there is no such separately stated price and the tangible personal property, or like (similar) tangible
personal property, has not been previously sold or leased, or offered for sale or lease to an unrelated third party, 200
percent of the combined cost of materials and labor used to produce the tangible personal property. “Cost of
materials” consists of those materials used or otherwise physically incorporated into any tangible personal property
transferred as part of a technology transfer agreement. “Cost of labor” includes any charges or value of labor used to
create the tangible personal property whether the transferor of the tangible personal property contributes such labor,
a third party contributes the labor, or the labor is contributed through some combination thereof. The value of labor
provided by the transferor of the tangible personal property shall equal the separately stated, reasonable charge for
such labor. Where no separately stated charge for labor is made, the value of labor shall equal the lower of the
taxpayer’'s normal and customary charges for labor made to third persons, or the fair market value of such labor
performed.

(2) Tax applies to all amounts received from the sale or storage, use, or other consumption of tangible personal
property transferred with a patent or copyright interest, where the transfer is not pursuant to a technology transfer
agreement.
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(3) Specific Applications. Tax applies to the sale or storage, use, or other consumption of artwork and
commercial photography pursuant to a technology transfer agreement as set forth in Regulation 1540,
Advertising Agencies, Commercial Artists and Designers.

History:  Adopted March 27, 2002, effective July 6, 2002. Effectively implementing the decision in the case of Preston v. State Board of Equalization
(2001) 25 Cal. 4™ 197, 105 Cal. Rptr. 2° 407.

Regulations are issued by the State Board of Equalization to implement, interpret or make specific
provisions of the California Sales and Use Tax Law and to aid in the administration and enforcement
of that law. If you are in doubt about how the Sales and Use Tax Law applies to your specific activity
or transaction, you should write the nearest State Board of Equalization office. Requests for advice
regarding a specific activity or transaction should be in writing and should fully describe the facts and
circumstances of the activity or transaction.




